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The period since the last FDM:meeting has been marked by 

weakness in  tb aggregates -- especially M 1  and M2. For the f i r s t  half 

as a whole, a l l  the aggregates have decelerated sharply fran last year 

and the kcad  aggregates are running at  rates below those anticipated by 

the ctmittee at its February meetirg. A t  that time, expectatiolls were 

for  grcmth in MZ and M3 around the middle of their new ranges, a S S d n g r  

however, that there were no major changes in  interest  rates. I n  June M3 

w a s  around the h r e d  of its range and M2 w e l l  below its raw, while 

M l  had expanded a t  about half last year's pace. Clearly, this  experience 

raises questions about the k i d  of growth in  the m e t a r y  aggregates 

that  would ta canpatible with acceptable performance of the econany and 

inflation -- and i n  particular whether the current range for M2 for 1987 

is likely to encanpass such growth. 

Three general points concerning developnents in  the f i r s t  half 

of the year seem relevant. First ,  the slowing of money growth th i s  year 

does not appear to signal a concurrent weakening of growth i n  naninal 

incane; naninal CNp in  the f i r s t  half of the year is estimated t o  have 

expanded above the pace of last year, a d  is projected to continue to Q 

so in  caning quarters as  w e l l .  Second, scme special factors, perhaps 

related t o  tax reform, may have been a t  work i n  the deceleration of M2., 

whi& is mre than would be predicted by available rodels of mney demand. 

Also tb re  were sane unusual furding patterm that probbly affected ~ 3 .  

The staff has b p l i c i t l y  entxdied in its forecast of mney growth rates 

given i n  this bluebook a tipering off o r  reversal of some of these effects. 

However ,  for M2 they are not t-t to be very large, and w e  don't anti

cipate a spontaneous resurgence of M2 growth of sizable proportiom. 
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Third, the available evidence does suggest that a substantial 

portion of the slowing i n  mney grmth can be ascribed to the relative 

movements of market a d  deposit interest rates, which raised opportunity 

costs of holding m e y ,  af ter  several years of decline. Tb? increase i n  

oppoaunity casts has been particularly marked for Ml,  where the rise 

has been accentuated by the steeper yield curve and faster adjus-nt 

of the deposit rates. *his has had a large impact on NOW accaunts, 

given the i r  use as a s a v i q  vehicle, but &man3 deposits also have 

weakened very substantially, including a large decline in  June. The 

reasom for th is  are nct entirely clear, but these deposits =em to 

have becane increasingly sersitive to interest  rate mements in  recent 

years, perhaps as the proportion linked to canpensatory balance arrange

ments has risen. mis weakness i n  demard deposits probably is s h i n g  

through to M2, since it is less likely than with NM xccunts to involve 

a shifting into other MZ assets. The sluggishness of offering rates o r  

other very liquid canponents of M2 -- such as savings accounts and 

MMDAS -- also is thought to he contributing to the apparent interest  

sensitivity of this aggregate over the short- and intermediate-runs. 

This interest semitivity is hnportant i n  considering the 

alternatives for 1987 a d  1988. In the staff forecast the slower money 

growth tD date is nct seen as wiring the outlook for the econany. 

Implicitly, th? risa in naninal rates that has occurred is not thought 

to have resulted in  levels of real rates thatwould unduly damp danestic 

demand -- indeed a case can be made that real rates are nc t  a t  historically 

high levels given the worsening of inflation expctations earlier this 

year. And, the dedine in tl-e exchange rate to date is expected to work 
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toward f u r t k r  improvement of our external imbalance, though as Mr. 

'hmmn has indicated, further depreciation of the dollar is assumed to 

te necessary a t  sane point to  sus ta in  such progress. The b m a d  me

ment of the dollar puts u p &  pressure on prices, especially given a 

projected robust expansicn of net exports that keeps the unemployment 

rate in the neighborhood of the natural ate. In th i s  environment mi

nal interest  rates are expected to rise further, both in reflection of 

persisting price pressures a d  as policy makers act to restrain the 

inflation process. The upard mement in  naninal rates in  turn  danps 

money demard and is reflected i n  rising velocity. 

A set of charts distributed this  mrning shows the projected 

mvements i n  velocity implied by the interaction of interest rates, in-

cane growth and mnetary expansion in the staff forecast. As can be 

seen in  chart one, tk increase in  M2 velocity begun i n  tb f i r s t  half 

of 1987 is projected to continue through 1988. M2 is expected to increase 

a t  a l i t t le  wer a 5 percent rate for the balance of the year, as the 

depressing effects of sane special factors. a d  recent declines i n  demand 

deposits a d  the managed liability-linked canponents abates. G r o w t h  for 

1987 would tE between 4-1/2 a d  5 percent below the lower end of its 

current range - ard a t  a similar rate i n  1988, about 1-1/2 percent below 

the growth in naninal GNP over tk two years. In  effect, the pickup in 

inflation ard interest rates works to reverse a portion -- tbugh by no 

rears all -- of the velo.city declines of recznt years associated with 

the disinflationary process. Exparsion of M3 is expected t o  rebound t o  

a b i t  over 7 percent i n  the second half of t h i s  year, reflecting primarily 

a shif t  in funding patterns a t  banks toward elements i n  t h i s  aggregate. 
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such gr&h would place t h i s  aggregate w e l l  up in to  its current range --
growth of about 6-1/2 percent is anticipated f o r  t h i s  year a d  next. 

The velocity of this aggregate would remain essent ia l ly  unchanged over 

the two years, i n  contrast to its long-term downtrend. 

T k  next chart shows t h e  velocities of M1 and M a .  Demand 

deposits are projected to resume growing during the third quarter, but 

with oppr tun i ty  c a t s  of both demand and Now accounts rising, growth of 

Ml a d  M U  would ke quite darn@ on the order of 3 to 4 percznt fo r  

both aggregates over tb next 6 quarters and their ve loc i t ies  would 

increase. The recent focus on MlA in some circles seem to bs keyed i n  

part to t h e  persistence of the trend increase in its velocity past t h e  

time when Ml's velocity turned down. The j m p  in  MlA's velocity i n  1981 

w a s  associated with tte advent of KM accounts. Its subsequent smckh 

trerd u n t i l  ear ly  1985 is t b w h t  to have keen largely a prduct  of two 

offse t t ing  effects: continued s h i f t s  ou t  of demard deposits as deregula

t i o n  proceded a d  the support fo r  demand deposits ar is ing frcm declines 

in in t e re s t  rates. The trerd was broken in  1985 once the sh i f t ing  had 

tapered o f f ,  allowing the underlying declines in  velocity associated 

with in te res t  rate developnents to emerge. The projected return to  the  

trend rate of velocity growth this year ard next depends on the assumed 

rise i n  rates. 

Debt veloci t ies  are sbwn in the next chart. The staff pro

jects debt growth of ararnd 9-1/4 percent t h i s  year ard 8-3/4 percent 

next, still in  excess of incane growth, but by smaller margim than i n  

recent years. 
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I n  sum, if the staff's assessment of the forces a t  work is 

about right, mney growth would need to accelerate f ran its very recent 

sluggish pace to maintain moderate incane growth, but res t ra in t  on infla

tionary forces may require slower growth in M2 in 1987 than now allwed 

by its present raqe. The current ranges, along with the bluebook alter-

natives for 1987 a d  1988 are sham for reference on the t&k on the 

next page. Hitting the lower en3 of tk ar~enkM2 raqe wculd require 

a substantial acceleration of t h i s  aggregate over canirg mnths. An 

acwlerat ion of this magnib.de prcably m l d  require that in te res t  rates 

a t  least nct increase ncticeably over tb second half  of t h e  year. 

Stable or even d e c l i n i q  rates may cane about should u d e r l y i q  demads 

on the econany or inf la t ion pressures turn out weaker than the s t a f f  or 

perhaps even ths market expects, or should the  dollar renain firm. But 

if these conditions cb n& prevail the current range could c a e  in to  

conflict with policy optlorn that seemed consistent with other emerging 

developnents. 

Alternative I1 m l d  involve a f u l l  percentage point reduction 

in  the M2 range, while retaining tb current ranges for M3 a d  debt. The 

lower MZ range would give sane roan for a firming of policy, though prok

ably not very much. Even the h r  en3 of this range requires a consider-

able pickup i n  El2 growth fran recent experience, a d  its adoption would 

inply that the  C d t t e e  did not expect these very recent growth rates to 

continue. Ancther q t i o n  might be to retain t k  axrent raqe but 

announce that growth could f a l l  sbrt shwld  inf la t ion pressures and 

other coditions seen to ca l l  for it. This could be seen as i n  effect  

f u r t k r '  deemphasiziq mney targets, howevar. 
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The issues for 1988 are similar to tbse for 1987. 'Ihe 5-1/2 

percent 1-r erd of the current range -- given as alternative I -- would 

sem to offer cnly a little roan for a further increase in velocity should that 

tend to aaerge fran the price and financial conditiom accanpanying an accept-

able cutcane for  the econany a d  prices. I f  there were Corrsidered to he 

strong inflationary risks, SQRB reduction in  the ranges might be considered 

apprqrate. Even in th? abserce of such risks, lower raqes cauld he seen 

a another step in inplanenthg the Federal Reserve's announced intention 

to move wer time to ratea of mney a d  credit grcwth corsistent with 

price stability. Alternatives 11and 111are two passible approaches. 

In  tbse alternatives tb reductioons of tb M2 raqes are larger than 

for the M3 ranges in recognition c& the greater interest sensitivity of 

the former. A higher raqe for  M3 than for M2 is not unprecedented, ard 

is consistent with differences in  the behavior of the velocity of these 

two aggregates over the long run. The alternative 11 r a q e  for  M2 is 

the same zs the alternative I1 range for 1987 for  this  aggregate, but 

this  alternative would efibody lower raqes for M3 and debt. However, 

the lower end of the alternative I1 range for M2 is no t  mch below the 

staff's expectation fo r  growth i n  this aggregate next year, given the 

presumed increases i n  interest  rates. The alternative I11 range for M2 

is mre nearly centered on the staff forecast, allowing roan for  slower 

growth should that  ts appropriate. The midpoint of the range, a t  5 to 

5-1/2 percent is a l i t t le &me where M2 is projected t o  m e  at this 

year. The upper limit of the alternative I11 range has k e n  lowered 

only t o  7 percznt, to accamndate faster grcmth ard possible further 

declines i n  velocity should the econany or  inflation turn out on the 

weak side. Any of the alternatives would be consistent w i t h  the staff ' s  
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projection of debt grcxvth of arcund 8-3/4 percent next year, although 

alternatives I1 arid I11 would allow mre roan for a shor t f a l l  fran t h i s  

projection an3 the possibi l i ty  that debt would again expand mre in 

l i ne  with incane. 

With respect to M1, while the staff is projecting a return to 

anuptrend i n  velocity, as pointed out  before, this is highly depekdent 

on t h  assumed rise in interest rates. mis aggregate appears to remain 

e x t r a r d i n a r i l y  sensitive to interest  rate changes, as indicated by the 

s w i n g  f ran a 9 percznt velocity decline last year to essentially no 

change in the second quarter. In the  mdel results M1 is ern two to 

three times as interest  elastic as MZ over a 4-quarter span. !brewer 

we are still gaining experience with the behavior of savers a d  deposi

tory ins t i tu t ions  in  a deregulated env i romnt .  Under these c i r a m t a n c e s ,  

an M l  range consistent with the M2 range in allowing f o r  various contin

gent outcaws for tk econany i n  interest  rates would have to he extra

ordinarly wide -- perhaps 6 percentage points or  mre. 




